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PREFACE 



Die subject of renegotiation is one of the most controversial aspects 
of defense procurement today. The Administration, particularly the Depart- 
ment of Defense, is in favor of renegotiation and has actively supported 
continuance of renegotiation legislation before Congress. Industry, in 
general, is opposed to renegotiation and has been equally active in defend- 
ing its position before Congress. 

Renegotiation is an after-the-fact examination of a contractor’s 
profits and performance on all renegotiable business for a fiscal year. One 
of the purposes of this examination is to secure fair prices for articles and 
services which the Government must buy for defense purposes while still main- 
taining an incentive for the contractor to produce the materials at the 
lowest cost by rewarding him with Increased profits for low-cost and effi- 
cient production. The other purpose is to prevent individual contractors 
from realizing unconscionable or excessive profits from the performance of 
defense contracts. 

Although a complete history of profit limitation is not attempted 
in this paper, a brief synopsis of the various price and profit limitations 
that have been used in attempts to control profiteering is Included to 
provide the background out of which renegotiation evolved. The first re- 
negotiation legislation, the Renegotiation Act of 19^2, attempted to 
limit profits on a contract-by- contract basis. Dais method of renego- 
tiation was found to present administrative difficulties and to be unfair 



ii 



to contractors. Subsequently, the Act was modified to provide examination 
of a contractor’s over-all profits for a fiscal year. Renegotiation has 
followed this pattern ever since. 

The wartime renegotiation legislation was permitted to expire in 
19^5* In 19^ defense spending began to increase and the Renegotiation Act 
of 19*$, making certain contracts 3 V.bject to renegotiation, was enacted. 

The coverage of renegotiation was extended to most contracts made by certain 
designated agencies and departments by tho renegotiation Act of 1951 — the 
statute- in effect today. 

In this paper I have presented a broad survey of renegotiation, of 
the factors which led to its evolution, of its development through the years, 
and an analysis of industry's criticisms of the process. In the final 
chapter I have included a short summary of conclusions . 
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CHAPTER I 



profiteering and profit controls prior 

TO WORLD WAR II 

The history of the United States is replete with examples of fortunes 
made through profiteering in times of strife. Mast of the attempts to con- 
trol and limit profiteering prior to World War II were made, with minor ex- 
ceptions, by the executive branch of the Government. Congress' role was one 
of investigation and criticism. 

Profiteering During Early Wars 

During the Revolutionary War suppliers and contractors charged exorbi- 
tant prices for food and clothing of poor quality. ^ George Washington com- 
plained in 1778 of ". . . those murderers of our cause (the monopolizers, 
fores toilers, and engrossers) ..." and felt that "no punishment in my opinion 

is too great for the man who can build his greatness upon his Country's 
2 

ruin." Although the Continental Congress was concerned about the costs of 

war and military materials, its ma^or reaction and only effort to prevent 

profiteering were to recommend to the states that they limit profiteering. 

Some of the states passed laws fixing prices, wages, and profits, but there 

3 

was no over-all profit limitation on an integrated national basis. 

"Hj. S. Congress, House, Committee on Military Affairs, Hearings on H.R. 
3 and H.R. 5293. Taking the Profits Out of War , 7^th Cong., 1st Sees., 1935* 
p. 590. 

^U. S. Department of the Havy, 1IAVEXGS P-1995 > Navy Contract Law (2d 
ed., Washington: U. S. Government Printing Office, 1959)>P* 2&3, n. 3 . 

3 

For an excellent and detailed account of early attempts to control war 
profits see H. Struve Hensel and R. G. McClung, "Profit Limitations Prior to 
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The Civil War again brought the subject of profiteering into the lime- 
light. Fraud, corruption, and profiteering were rampant in military procure- 
4 

ment. Congress did not regulate profiteering, but did enact some statutes 

5 

relating to bribery and other fraudulent practices. The concern over high 
prices was limited to government contracts for military supplies. Conse- 
quently, the burden of limiting costs fell on the executive branch, particu- 
larly on the War and llavy Departments. The Secretary of War appointed a com- 
mission to audit and adjust claims under contracts with the War Department. 

This Commission secured deductions of $17,000,000 in the auditing and adjusting 
of $50,000,000 in claims. 0 The Bavy Department consolidated the purchases of 
vessels under one purchasing agent in an attempt to improve purchasing methods 

7 

and eliminate fraud. Congress in its investigative role appointed a special 
committee to investigate procurement malpractices. The Committee reported in 
1863 that they had discovered "... gigantic and shameless frauds on the 
government . . ." and that the Committee was "... overwhelmed with as ton- 

g 

ishment and sorrow by the revelations." 

After the Civil War, defense expenditures were negligible until the 
Navy began a ship construction and expansion program in the 1880 ' s . During 
the reconstruction period following the war, the administration. Congress, and 
the citizenry were busy rebuilding the nation and the subject of profiteering 
and wartime fraud faded from memory. 

the Recent War," Law and Contemporary Problems (Autumn, 19^3), PP* 187-217. 

4 OQ 

Uavy Contract Law , op. cit ., p. 2oo. 3 Ibid . 

^Hearings on H.R. 3 and H.R. 5293 > op. cit . f p. 592. 

7 

'Richards C. Osborn, The Renegotiation of War Profits , University of 
Illinois, Bureau of Economic and Business Research Bulletin No. 67 (Urbana: 
University of Illinois, 19^3 ), p. 8. 

ft 

Hearings on H.R. 3 and H.R. 5293 , op. cit ., p. 593* 
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la 1897 Congress learned that the Navy had been paying in excess of 
$600 a ton for armor plate used in the construction of naval vessels. Believ- 
ing this price to be unreasonable, it passed a law limiting the price to $300 
a ton. The limit was raised to $400 a ton with the advent of the Spanish- 
American War and the refusal of contractors to sell at the lower price. In 
1899 the price was again reduced to $300 a ton. When it became evident that 
manufacturers would not sell at this price, the Secretary of the Navy was 

given authority to buy at prices which in his judgment were reasonable and 
9 

equitable. This attempt at price fixing had resulted in failure. Profiteer- 
ing during the Spanish -American War was prevalent, particularly in the area of 
ration procurement and the sale of contaminated beef However, upon the 
return to peacetime occupations, war activities and profiteering were 
forgotten. 

Price and Profit Controls 

The onset of World War I again found the United States without a means 
of contro.13.ing or limiting profits and prices. Price limitations are devoted 
to keeping the costs of defense materials low — and may or may not involve 
profit limitation. Price controls are difficult to administer and, while 
they may be acceptable during times of war, they are repugnant to the American 
people during peacetime. In addition to keeping the costs of defense materials 
low, price limitations have a secondary purpose of preventing inflation during 
war-— a period of increased personal financial resources and decreased avail- 
ability of goods. Bernard Baruch testified before the War Policies Commission 
in 1931 that inflation had greatly increased the cost of the war and multiplied 

^Navy Contract Law , op. cit ., p.2S9j Osborn, op. cit ., p. 8. 

^Hearings on H.R. 3 and H.R. 3293* op. cit ., p. 59&. 



4 



the "burdens on the "back of generations to come. 1 ^ The World War I expendi- 
tures of 39 "billion dollars would have amounted to only 13 "billion dollars in 

terms of 1913 purchasing power and 15 "billion dollars in terms of 1915 purchas- 
12 

ing power. Price controls, if universally and rigidly applied, are more 
effective than profit limitations and excess profits taxes in keeping down the 
costs of war, as prices must ultimately "be based on the costs of production. 

Profit limitations are primarily the attempt at a solution to a morale 
problem — that is, their purpose is to prevent the realization of excessive and 
unconscionable profits by manufacturers of war and defense materials; to pre- 
vent a few from enriching themselves at the expense of the many in a way 
detrimental to the welfare of the country. A secondary, and important, purpose 
of profit limitations is to reduce the costs of defense materials and to keep 
prices at a reasonable level. 

Excess -profits taxes were in effect during World War I. Taxes of this 
type can be considered as being basically more of a revenue measure than a 
limitation of prices or profits. Congress enacted a tax of 12?$ on profits 
from the production of munitions in 1916 and an 3$ excess-profits tax in 1917* 
neither of these can be regarded as serious attempts to limit profits. 

The 8$ excess-profits tax of 1917 was subsequently replaced by the War 
Revenue Act of 1917# which imposed rates of 20$ to 60$ on income above a 
specified rate of return on investment. 

The Revenue Act of 1918 imposed a war-profits tax on corporations at the 
rate of 80$ of the excess of net income over the average pre-war income. While 
not effective as a profit control measure, the act yielded substantial revenue. 

U Ma, p. 16. 

ip 

' Bernard M. Baruch, American Industry in the Wa r (New York: Prentice- 

Hall, Inc., 194-1), p. 381. 
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Price and Profit Controls During World War I 

Competitive bidding was the primary procurement procedure in the pur- 
chase of military and naval supplies during the years preceding World War I. > ‘ J 
With the rapid rise in prices in 1916 and 1917# competitive bidding soon had 
to be abandoned because contractors refused to submit fixed price bids in the 
face of the uncertainty of the costs of materials and labor. This led to the 
use of cos t-plus-a-percentage-of- cost contracts, which were supplanted by 
cost-plus -a- fixed-price contracts as the wastefulness of the cost-plus-a- 
percentage-of-cost contracts became apparent. 

During World War I three major types of attempts at profit limitation 
were made: (l) Cost-plus contracts, (2) Excess-profits taxation, and 

(3) Price fixing and control. Hie use of cost-plus contracts and excess -profits 
taxes has already been mentioned. The effectiveness of these measures in con- 
trolling profits will be developed. 

To function in the area of price control and assignment of priorities, 
Congress provided for establishment of a Council of national Defense in 
August 1916. The Council was given only advisory powers and was specifically 
charged with the coordination of industries and resources for the national 
security and welfare, and with the creation of relations with industry which 
would make possible in time of need the immediate concentration and utilization 
of the resources of the nation. The Council created several administrations, 
commissions, and boards, to carry out these functions. The rapidity with 
which the subordinate groups were established caused confusion among the 
groups as to their particular responsibilities and led to overlapping of 
duties and jurisdiction. To cure these difficulties, the Council, in July 
1917# created the War Industries Board to act as a coordinating agency. In 
March 1918 the President removed the War Industries Board from the jurisdiction 

13 

^Osborn, op. cit. , p. 8. 
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of the Council of National Defense and made it an administrative agency 
directly responsible to himself. Bernard M. Baruch vas appointed as Chairman 
of the reconstituted Board. 

The War Industries Board through the use of a price-fixing committee 
fixed prices on a piecemeal basis, commodity by commodity, as expediency 
dictated. Nearly all prices were fixed by negotiation and agreement between 
the Government and the industries. The fixing of prices was not an over-all 
procedure, but attempts were made to control the prices for foods, fuels, and 
some raw materials. For these reasons the extent of price-fixing was some- 
what circumscribed. In total, price fixing as practiced during World War I 
neither limited profits nor controlled prices. 



Failure of the Controls to Limit Prices or Profits 



The numerous Congressional committees that investigated war profits 
after the war demonstrated that none of the three methods used during World 
War I effectively limited war profits. None of the methods provided an incen- 
tive for a manufacturer or contractor to limit his costs or prices — -and profit, 
is the incentive in industrial activities. 

A profit economy must attract manufacture of defense materials through 
prospect of reasonable profits, for, as someone has said, patriotism is more 
effective with a "slug of avarice." In a letter to the IJye Committee investi- 
gating the munitions industry, Bernard Baruch wrote in 1935: 



Much as it may be decried, the cold fact remains that ouro is 
an economy motivated by profits. A certain return on money is 
necessary to mate our industrial system work .... Much vas said 
at the hearing about this being a new war psychology .... Our 
vhole industrial system is a complex machine built and geared to 
run on investment and profit. There is no proof that it will run 
on psychology and there is much that it will not. Certainly we 
should not select an hour when the enemy is at the gates to find 
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out whether it will or not Money will not invest and 

run the extreme risks of war for a fraction of 3 percent. 3-4 

The emphasis during the war was on increasing production. The matter 
of limiting costs and profits was secondary and subordinate to building up 
the industries which manufactured war materials. While the three previously 
mentioned methods of controlling profits and costs vere utilized, none were 
applied so stringently as to cause a possible curtailment of the production 
of defense materials. Investigations, particularly post-war investigations, 
showed that none of the methods had effectively limited war profits . One of 
the first reports on the subject of profiteering was made by the Federal Trade 
Commission in June 1918. The report stated that: 

The Commission has reason to know that profiteering exists . 

Much of it is due to advantages taken of the necessities of the 
times as evidenced in the war pressure for heavy production. Some 
of it is attributable to inordinate greed and barefaced fraud. 15 



The reasons why the methods utilized did not piovent excessive profits will 
be developed in the following discussion. 



Cost-Plus Contracts 

Cost-plus -a-percentage -of- cost contracts provide absolutely no incentive 
for manufacturers to minimize costs and consequently to l:eep down prices and 
limit inflation. This typo of contract actually provides an incentive for the 
contractor to maximize his costs to maximize his profits because his profit is 
a percentage of the total cost incurred, and the greater the cost the greater 
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U. S. Congress, Senate, Special Committee on Investigation of the 
Munitions Industry, Preliminary Import on Wartime Taxation and Price Control, 
Report No. $44, Part 2, 74th Cong., 1st Sees.', 1935# P* H, n. 10. 

^Hearings on H.R. 3 and H.R. 1 >293* op. cit .j p. 605* The Corasittee 
print of the Hearings contains a reprint of the original report of the Federal 
Trade Commission, Senate Document 248, 65th Cong., 2d. Seas., 1913, in its 
entirety. 



